This paper looks at shareholder activism from the perspective of the revision of the EU Shareholder Rights Directive, which was approved by the European Parliament on 14 March 2017. The main findings are as follows.
I. Introduction
One of the main goals of the Capital Markets Union (CMU) is to improve European firms' access to the capital markets. 1 In 2013, about three-quarters of European firms were reliant on bank funding as opposed to capital market funding; the picture is reversed for U.S.
firms. 2 High quality of corporate governance is instrumental to making the European capital market attractive. This explains the efforts of the European Union (EU) in this field. These efforts have led ultimately to the approval of a revision of the Shareholder Rights Directive (SRD). 3 This Directive aims inter alia to encourage shareholder engagement in corporate governance, particularly by institutional investors, as a way to tap the funds of the asset management industry in Europe and worldwide. 4 However, the Directive goes much further than that. The EU legislator wants to shape the engagement of shareholders in terms of long-term investment and the pursuit of Environmental, Social and Governance (ESG) goals. 5 This is at odds with the shareholder engagement that is most prominently observed in modern stock markets, which is hedge funds activism.
This paper discusses hedge fund activism as a major driver of institutional shareholders' engagement, particularly in Europe. Hedge fund activism is on the rise in Europe. Whereas hedge funds activism has been so far largely a U.S. phenomenon, there is survey evidence suggesting that hedge funds are looking for new targets. 6 Europe is particularly attractive in this respect because the European jurisdictions support broader rights than those available to the shareholders of a typical Delaware-incorporated U.S. public company. 7 Shareholder rights are an important part of the activist hedge fund's toolbox, although they must be understood in light of the activist's business model. In this . 4 According to the Green Paper, the European asset management industry is €17 trillion large. According to the Boston Consulting Group, Doubling Down on Data (July 2016), available at https://www.bcgperspectives.com/content/articles/financial-institutions-global-asset-management-2016-doubling-down-on-data/, the world's asset management industry is $ 71.4 trillion large ($ 36.1 trillion in North America). 5 See PRI, Principles for Responsible Investment, available at https://www.unpri.org. 6 Activist Insight, Activist Investing -Annual Review 2017 (February 2017), available at https://www.activistinsight.com/amp/issues/TheActivistInvestingAnnualReview2017.pdf. 7 CMS, Shareholder Activism: A European Perspective (June 2016), available at https://cms.law/en/ITA/Publication/Shareholder-Activism-A-European-Perspective.
perspective, this paper will argue that the revision of the SRD curbs rather than supports hedge funds activism, therefore casting some doubts as to whether the SRD will effectively foster engagement and investment by institutional shareholders as it purports to do.
Hedge fund activism is a particular form of shareholder activism, which is called "entrepreneurial" shareholder activism because it is a bet on a forthcoming change. 8 After having screened the market for targets, activist hedge funds engage the management of an underperforming listed company in which they have bought a significant stake. Hedge funds seek to determine a change in the governance or in the strategy of the target, with the goal to profit from this change by selling their shares at a premium after the target's performance has returned to full potential. Due to the peculiar business model, hedge fund activism has been more effective in corporate governance than any other form of activism.
The power of hedge funds has attracted significant attention by policymakers who, in most cases, have been concerned with how to curb such power. From a law and economics standpoint, which is the approach informing this paper, the question is not so much whether the power of activist hedge funds is excessive, but rather whether their impact on corporate governance is efficient. 9 Efficient corporate governance makes capital markets more attractive for companies to raise funds, which aligns with the goals of the CMU.
Concerns with hedge fund activism are puzzling at first sight. By way of monitoring management, hedge fund activism reduces the average cost of capital for companies. 10 In dispersed ownership structures, hedge funds foster managerial accountability to investors, particularly when managers perform poorly. In concentrated ownership structures, where hedge funds are increasingly playing a role, too, 11 they guard minority shareholders against outright expropriation by dominant shareholders. The trouble with hedge fund activism is the so-called short-termism that, allegedly, they inject 8 Shareholder activism can be defined as actions by a shareholder or a group thereof aimed at bringing about change in a public company without trying to gain control. S. Gillan and L.T. into corporate governance. The standard narrative about hedge funds is that they go for the "quick buck" and use their influence to induce managers to sacrifice long-term shareholder value for short term-performance.
If financial markets were informationally efficient, there would be no conflict between short-term and long-term value maximization. The short-termism problem arises because, at least temporarily, stock markets overweigh the short-term profits of a company relative to its long-term profits. 12 This is not necessarily a problem for corporate governance so long as short-termism does not steer managers towards value-destroying choices. 13 There is nothing intrinsically wrong with corporate performance being evaluated on a short-term basis. In the same vein, whether hedge fund activism is responsible for short-termism is not straightforward, as they may simply correct company's underperformance as they claim they do. 14 Defining short-termism is conceptually difficult in the absence of a consensus on what constitutes the 'right term' to maximize profits.
The scepticism of policymakers towards hedge funds activism is based on a twofold assumption. One is that hedge fund activism leads to short-termism in corporate governance. The other is that that short-termism is always value-destroying. Thus, longterm shareholding is regarded as panacea. Although hedge funds are key to activate the voice of long-term investors, 15 on both sides of the Atlantic several policy measures have been proposed to curb hedge funds activism and to encourage long-term shareholdings instead. The SRD revision includes a number of these measures, on which this paper will focus.
In this paper, I will argue that the approach of the SRD is misguided. Drawing on a companion article, 16 in Section II I will argue that the short-termism debate cannot shed light on the fundamental question whether the presence of hedge funds activism is desirable for corporate governance. Short-termism may well be a problem for corporate I will discuss in Section III, the choice of the horizon to maximize profits is idiosyncratic to a particular company in a particular point in time. This choice belongs to the entrepreneur, and the views of different entrepreneurs on this differ. Consequently, hedge fund activism is to be framed as a conflict of entrepreneurship between the activist's and the incumbent management's view on how the company should look like, including the right term to be profitable. In section IV, I will discuss how the recent EU legislation misses the opportunity to resolve this conflict efficiently. The conflict of entrepreneurship framing counsels towards letting companies decide whether to be exposed to hedge funds activism and alter their choice over time. In contrast, the SRD revision promotes longtermism and other non-market goals as a one-size-fits-all solution. Moreover, the SRD is quite prescriptive in terms of curbs to hedge fund activism. In Section V, I will argue that, however misguided from a corporate governance perspective, the SRD approach may be interpreted as an attempt to cope with the externalities of the asset management industry on financial stability. I will conclude with Section VI.
II. Entrepreneurial Shareholder Activism
Shareholder activism is not new. Activists have always been prompting corporate managers to act on some issue, even unrelated to the conduct of the company's business.
However, such traditional activism has not been very effective and, before the advent of hedge funds activism, investors seemed unable to achieve concrete outcomes through this channel. 17 Despite the regulatory differences, a similar conclusion could be made about comparable channels for traditional activism in Europe. 18 Hedge funds activism is different. 19 Hedge funds strive to profit from changing the way the company is managed. Therefore, this is called "entrepreneurial activism." The change can be quite radical, such as the departure of the CEO or some other executives, if not the restructuring of the company. Likewise, activist hedge funds may seek to stop a change wanted by the management, for instance an acquisition. Hedge fund managers charge a performance fee in addition to a percentage of the asset under management. This aligns their incentives with investors having a relatively high appetite for risk. Hedge funds profit from investing in stock that they can buy, hold and resell at a higher price. The purpose of entrepreneurial activists' engagement with the management of the target company is to achieve meanwhile a change that will increase the stock price.
Two factors are key for the success of entrepreneurial activism. First, the hedge fund needs to be able to buy the bulk of its stake in the company while the stock market does not anticipate the engagement. The moment the engagement is revealed, investors will anticipate gains and, discounting those for the probability that the engagement fails, the stock price will rise. Second, the activist needs to be able to persuade the management to implement the desired changes. To increase its leverage with the management, the activist can use several techniques, ranging from news campaigns to threatening a lawsuit.
The last resort, however, is a shareholder vote. Reached that point, the success of the engagement will depend on whether the activist has managed to attract sufficient support from other shareholders to get a favourable vote. This explains the importance of proxy contests for activisms in the U.S and of the rules for initiating and executing a shareholder vote in the European jurisdictions.
The support by institutional investors is crucial for successful engagement. The typical hedge fund stake in the target company is substantial, but not nearly a controlling advisors on hedge funds activism, a U.S. study of uncontested elections revels that ISS advice against the management shifts at most 10 percent of votes.
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Another fundamental critique levered at hedge funds is that they may succeed without the screening by institutional investors, if they act as a coalition, namely as a socalled "wolf pack". Empirically, wolf packs account for about 22% of engagements observed internationally and are associated with a higher success rate than individual engagements (78% as opposed to 46%). 39 On this basis, professor Coffee and Palia have argued that wolf packs are a nearly riskless strategy for hedge funds, suggesting that this may lead to over-engagement. 40 The impact of wolf packs seems to be overestimated, however. Firstly, in more than one-fifth of observed wolf pack engagements, the engagement has been unsuccessful and thus unprofitable. Second, wolf packs are never large enough to control a majority of the votes, which makes institutional investors still decisive. 41 Finally and most importantly, 78 percent of the overt engagements mapped internationally are not wolf packs. This cannot be random because, by definition, hedge funds choose their battles. 42 If they decide to join and form a wolf pack only when success is more likely, the success rate of wolf packs is obviously overestimated.
The third and recurrent objection to hedge funds activism is short-termism. This is the most difficult critique to handle because short-termism means different things to different people. In one respect, this critique is not borne out by the empirical evidence.
Both in the U.S. and internationally, the short-term gains stemming from the announcement of the engagement are not reversed for up until five years down the road, provided that the engagement is effective in determining change. 43 Therefore, hedge funds are not short-termist in the conventional sense of 'cutting and running.' While useful to defend hedge fund activism from the easy rhetoric against them, this result says nothing about whether the stock markets is myopic relative to some horizon longer than the activists' holding period (1.7 years on average), 44 let alone whether it makes sense to consider such a longer horizon to assess the performance of any particular company.
Underlying the short-termism discussion there is a fundamental question about the desirability of hedge fund activism. This question cannot be answered empirically because such activism produces unobservable effects and because the companies for which we observe engagements cannot be meaningfully compared to those that are not engaged.
The first part of the problem is that we only observe a portion of the true activism, the overt part, whereas a great deal of activism take places behind closed doors. 45 This would not undermine empirical analysis if the distribution between overt and covert activism were random, but it is not. Better-managed companies react in anticipation of hedge fund engagement, whenever this is a credible threat. Activists, on the other hand, may have to make their campaign public precisely when the targeted is more mismanaged, which overestimates the observable returns from engagement.
The second part of the problem is that companies that are or can be targeted by activists fundamentally differ from those that are not and cannot be targeted. 
III. Hedge Fund Activism as a Conflict of Entrepreneurship 1. The Real Issue about Short-Termism
Hedge fund activism is an important feedback mechanism in corporate governance. 49 However, whether such activism is efficient depends on context. Many companies benefit from the correction of underperformance fostered by activist hedge funds, particularly in the presence of investor expropriation or misuse of free cash. For other companies, though, underperformance is temporary and the change of strategy promoted by hedge funds may destroy value. Not knowing the proper length of time in which to assess corporate performance (call it the "right term"), whether management errs towards the long term ("long-termism") or hedge funds err towards the short term ("short-termism") is hard to say when the conflict occurs.
The "right" term to measure profit depends on the "right" strategy to maximize it; both are difficult to identify. Stock markets are an impressive source of information in this respect, but alas, they imperfect. the "right" horizon to maximize profit is endogenous to the company's business and the state of product market competition. 57 Whether managers suffer from short-termism or long-termism relative to this horizon also depends on company-specific circumstances.
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The disagreement on the proper length of time in which to assess performance is a more fundamental conflict between two views of the target firm, one by the activist hedge fund and the other by the incumbent management. These views normally differ on strategic issues, such as whether the company should be leaner, more focused on certain difference will be arbitraged away, eventually, long-term value might be destroyed in the process. businesses and cost-effective in carrying them out, which hedge funds typically like to see perhaps because they are impatient to cash in the profit from engagement. The opposite view that the company should pursue longer-term goals, typically fostered by the management, is equally legitimate although it may procrastinate the acknowledgement of mistakes or conceal the extraction of private benefits of control.
Hedge fund activism can thus be interpreted as a conflict of entrepreneurship. The opposing views of the activist and the incumbent management regarding the time horizon in which the firm should be profitable are entrepreneurial to the extent that they reflect a shortcoming of stock prices, rather than managerial opportunism. Apart from instances of blatant fraud, managerial opportunism is hardly crystal clear. In contrast, the stock price can never fully account for the future because it is uncertain. In dealing with uncertainty, the opinions of different entrepreneurs typically differ.
According to two prominent students of uncertainty -Frank Knight and John
Maynard Keynes -financial markets are one special way to deal with uncertainty, by incorporating all available information into a probabilistic risk assessment. 59 Because nobody knows how a distant future, call it "long term," will look like, stock markets process information within a relatively short horizon, in which no change from established trends can be assumed. The vast majority of investors make decisions under the same assumption, which is reflected by market prices. Entrepreneurs, instead, deal with genuine uncertainty, 60 which differently from risk cannot be quantified. Entrepreneurship is based on long-term expectations, which incorporate all information available to financial markets, but include a guess about forthcoming change, too. 61 In this perspective, hedge fund activists and their opponents advocate two different strategies to "beat the market."
The discussion about the right horizon to assess performance is in fact a conflict between entrepreneurs having different opinions about the changes to happen, and their impact on performance. 
Who Decides?
Framing hedge fund activism as a conflict of entrepreneurship brings up the question who decides on the conflict and whether this is efficient. I define efficiency in terms of net shareholder value, 62 following the argument against the inclusion of other stakeholder constituencies in the company's objective function. This argument is based on two assumptions. 63 First, differently from shareholders, stakeholders can protect their investment through contracts. Second, because there are no negative externalities (on stakeholders) stemming directly from corporate governance, corporate governance rules should not deal with negative externalities. 64 None of these assumptions applies to entrepreneurship as a source of potential shareholder value, which is not (yet) revealed by the stock price. Entrepreneurs cannot effectively protect this value by contract. Moreover, foregoing this potential value in listed companies could lead to negative externalities, such as depriving society of nonlinear innovation. Efficiency of decision-making on hedge fund activism depends on whether the decision-maker has sufficient incentive to maximize shareholder value, intended as the sum of stock market price and entrepreneurship potential.
As explained in Section II, institutional investors are decisive on hedge funds engagement. Institutional investors, however, differ considerably from each other in terms of investment strategy and incentives. In a companion article, 65 I have argued that index funds are typically decisive in hedge fund engagements because their business model does not allow them to exit an investment they are dissatisfied with, so long as this investment is part of the index they track. This theoretical argument is confirmed by a recent empirical study, finding that ownership by index funds increases the frequency and the success rate of certain hedge funds' engagements, at least in the U.S. 66 Assuming that also elsewhere index funds are decisive between the opposing views of the hedge funds and the incumbent management, whether they are the right arbiters for this choice depends on context. In conclusion, index funds cannot be trusted to decide on a conflict of entrepreneurship implied by hedge fund activism because they do not have the incentive to make an informed decision regarding a portfolio company's strategy. Nevertheless, the incentives of index funds are aligned to the interest of the investing public regarding the control of agency costs, particularly if the costly screening for expropriation and waste is performed by hedge funds. In other words, the decision whether a company should be exposed to hedge funds activism entails a trade-off between control (on strategy) and commitment (towards investors). 75 As the foregoing discussion reveals, this problem does not warrant a one-size-fits-all solution. Different companies may need different degrees of exposure to activism at different points in time. As a result, individual companies should be able to choose the exposure of management to the scrutiny by hedge funds, and to alter this choice over time.
IV. The Shareholder Rights Directive: A Missed Opportunity
Shareholder engagement is the mantra of the SRD revision. This is instrumental to the goals of the CMU, particularly in terms of attracting stock market funding to European enterprises, which are overly dependent on bank funding. Facilitating shareholder 74 See note 11 and accompanying text. 75 Pacces (n. 16), 211.
engagement -the argument runs -make investors more willing to become equity-holders because engaged shareholders may exercise control on how their investment is managed, after all. This reasoning is only slightly complicated by institutional ownership, which commands the bulk of equity investment in Europe as in the United States. 76 Because institutional asset managers invest other people's money, they should foster the interest of their clients in engaging with portfolio companies.
Reflecting the aversion of policymakers towards short-termism, the EU legislator has decided to promote a different kind of engagement than hedge fund activism. In 79 In what follows, I will focus exclusively on those rules having the unintended effect to curb, rather than enhance, shareholder voice.
Curbs on Hedge Fund Activism
The business model of activist hedge funds is based on the purchase of undervalued stock (a so-called "toehold") while the market is still in the dark about the hedge fund's 76 Isaksson and Celik (n. 27), 28, report that institutional investors own about one-half of the equities listed in OECD countries. 77 Financial Reporting Council, The UK Stewardship Code (2 nd edn, September 2012). 78 Principles for Responsible Investment (n. 5). 79 See Enriques at al. 'Mandatory and contract-based shareholding disclosure' (2010) Uniform Law Review 15, 713, 738-739, for a similar argument applied to takeovers.
intentions. Purchasing this toehold is the way for hedge funds to secure a reward for their actions. The most significant of hedge funds' investments is screening the market for potential targets. If the identification of the target were revealed before the engagement, the hedge funds would not be able to purchase the undervalued stock and profit from the price increase of a (successful) engagement, because all other investors will expect that hedge fund's engagement and try to free ride on it. Free-riding is a mechanism that fundamentally undermines hedge fund activism, as it undermines (hostile) takeovers for comparable reasons. 80 The regulation of ownership disclosure and shareholder identification have the side effect to nurture free-riding.
Ownership disclosure is meant to reveal the build-up of significant stakes in a company. A large shareholding implies influence on the management of listed company.
This is important information for both the investing public -the presence and identity of large shareholders has a bearing on investment decisions -and the company's management -in order for them to prepare to potentially hostile engagements. 81 Regulation mandates transparency of large ownership on both sides of the Atlantic. The specific rules, however, differ between the U.S. and the EU. In the U.S., ownership disclosure is a matter of federal regulation. Disclosure is triggered by the crossing of a 5% beneficial ownership threshold, after which the shareholder has 10 days to disclose its stake. 82 These rules are sufficiently lenient to make the U.S. one of the most favourable legal environment to hedge fund activism. Although EU regulation also mandates a 5% beneficial ownership threshold, the time window to disclose it is shorter (4 days), and most importantly, these are only minimum requirements. 83 The EU member states can set lower thresholds and shorter time windows, as in fact many do. For example, the threshold is 3% in the UK, Italy, and the Netherlands, whereas the time window is 2 days in the UK and nil ('without delay') in the Netherlands. 84 These stricter rules make hedge fund activism less profitable, and thus less likely to happen.
The revised SRD does not deal with ownership disclosure, but with shareholder identification. Shareholder identification has a slightly different purpose. Because nowadays shares are held through a chain of intermediaries, companies may not know who their shareholders are unless they vote their shares or cross the large shareholder's threshold. This may undermine the communication between the company and its shareholders, and among the latter. Because the SRD promotes broad engagement of shareholders, it may seem only natural to set rules making it easier for companies to identify their shareholders. 85 However, while shareholder identification has different goals than ownership disclosure, it has the same chilling effect on hedge fund activism.
Moreover, because the threshold for identification is lower than the one defining large ownership, and could even be set close to zero, shareholder identification has a potentially stronger impact on hedge fund activism. To be sure, the EU legislator has struggled with the threshold for identification, although for reasons of privacy, hence different from the concerns discussed in this paper. 86 As a result, member states will have to establish a system of mandatory shareholder identification, although they may exempt percentages of voting rights not exceeding 0,5%. important, for purposes of corporate governance, law should enable companies and their shareholders to opt out of identification if they so wish.
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Shareholder identification is not always efficient because it entails costs, which sometimes may be higher than the benefits. Particularly the cost for hedge fund activism can be substantial, unless hedge funds manage to circumvent identification and purchase a toehold. In this respect, the implementation of the exemption by member states will be crucial. 0,5% is still quite a low threshold for a hedge fund to stay below the radar, unless the target is a large-cap, but it can be a good start. Because, differently from ownership disclosure, the purpose of shareholder identification is not to unveil influence on management, the member state implementation may allow hedge funds to purchase their toehold through different corporate vehicles, all of which would stay under the 0,5%
threshold. This would still raise the cost of hedge fund activism, but not enormously compared to the money at stake in a typical activist's campaign. 91 A much bigger question is whether any of the member states will interpret the exception of the Directive as including only the direct stake of the final holder of record, or will rather follow the ownership disclosure approach that includes all indirect holdings and acting in concert. 
The Myth of Institutional Investor Engagement
One may object at this point that hedge fund activism is exactly the kind of activism which the EU legislator does not want. Indeed, the revised SRD encourages a different kind of engagement, by institutional investors. The latter should have, and disclose publicly, an engagement policy geared towards the long term and including social, environmental, and governance (ESG) factors. 93 Moreover, institutional investors would have to disclose the implementation of this policy through their voting, clarifying the extent to which voting is based on proxy advisory services. 94 Finally, the incentive schemes of asset managers should be disclosed to the investing public, too, and align with the long-termism expected from institutional investors. 95 All of these provisions are established on a comply-or-explain basis: Institutional investors may deviate from them if they explain why deviation is warranted. But, for reputational reasons, it will be hard to 90 it is value-decreasing. As I argued in previous work, 99 law should enable individual companies to tailor exposure to activism to their circumstances, for instance depending on whether is optimal for them to profile on short-term or longer-term strategies.
In several jurisdictions, companies can effectively opt out of hedge fund activism through dual-class shares, which are to be preferred to low-trigger poison pills and variation thereof because they at least commit some of the controller's own wealth. 100 The problem is that dual class shares can hardly be introduced after the company has gone public, unless they are presented as loyalty shares. Formally, loyalty shares do not discriminate between shareholders because they provide super-voting rights to any owner that retains the shares for long enough. Practically, loyalty shares are only interesting for controlling owners, because institutional investors are reluctant to give up the higher liquidity of common stock regardless of the length of their investment horizon.
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The European Parliament flirted with loyalty shares for a while, but in the end dropped the proposal. 102 This is understandable considering the risk that loyalty shares may end up being imposed on existing companies, as happened in France. 103 However, loyalty shares could be taken a step further to engineer dual class recapitalizations, which can be efficient so long as institutional investors retain veto rights on them. 104 In the wake of Brexit, it is not unthinkable that the UK could choose to distance itself from the SRD and offer the loyalty shares option to attract incorporations from the Continent.
V. Shareholder Rights Directive as Capital Market Regulation
As noted by a UK commentator, the revision of the SRD is significantly more regulatory than the UK Stewardship Code which inspired it. 105 As mentioned earlier, the stronger emphasis of EU law on long-termism and ESG factors is unwarranted as one-size-fits-all solution. However, the adverse impact of this on hedge fund activism will probably not be dramatic. The question remains, though, why the revised SRD takes such a prescriptive stance towards corporate governance, and whether such a stance fulfils any public interest goal. An important clue comes from the Directive itself. Institutional investors have to disclose not only their engagement policy, but also their investment strategy, particularly in relation with their long-term liabilities.
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Similarly, their arrangements with asset managers must reflect an alignment of the investment strategy with the profile and duration of their liabilities. 108 These provisions have nothing to do with corporate governance, although they can be regarded as the investment preconditions of long-term engagement.
The revised SRD may be pursuing a bigger goal than fighting short-termism in corporate governance. The above-mentioned provisions seem rather to foster matching between the maturity of assets and liabilities in the asset management industry. This aligns with one of the macroeconomic goals of the CMU, which is to channel long-term savings towards long-term investments. The only problem is that this is the domain of capital market regulation, not of corporate governance.
One could see a silver lining looking at this approach from a financial stability perspective. Let me relax, for a moment, the assumption that there may be no negative externalities of corporate governance. Institutional investors, which are also key corporate governance players, undermine financial stability by having too little of their portfolios invested in equities. 109 Rather, institutional investors invest part of long-term liabilities in scarce, short-term safe assets. 110 This creates demand for shadow banking, which produces safe assets out of risky investments, but poses global challenges for financial regulation.
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Being based on short-term funding, shadow banking does not only contribute to the shorttermism of financial markets, but also generates systemic risk. These negative externalities, in principle, justify regulation aiming to curb the demand for shadow banking, such as the SRD's call for longer-term investment. Nevertheless, for several reasons, corporate governance is not the right tool to improve the matching between assets and liabilities of the asset management industry.
Firstly, using corporate governance to regulate the asset management industry creates a bias in favour of long-term management. Long-term feedback, however, does not fit certain companies. Companies that are slow to react to a rapidly changing environment benefit more from hedge funds than from long-term investors. 112 Secondly, using corporate governance to regulate capital markets may be ineffective, particularly if the rules can be opted out of, or circumvented. This may be good news for the companies that benefit from short-term feedback, but is arguably inefficient for the society. Finally, steering investors towards longer horizons may be not enough to cure the imbalances nurturing financial instability. According to one view, 113 the financial instability of these days is a reflection of secular imbalances, such as the difference between profit expectations and the slow growth of the productivity of labour, or the underfunding of pensions due to ageing population. If this theory is correct, the whole approach of the CMU will be insufficient to prop up economic growth in Europe, in the absence of entrepreneurship and innovation.
Corporate governance can better support these two than capital market regulation.
VI. Concluding Remarks
In this paper, I have analysed shareholder activism from the perspective of the CMU, particularly the recent revision of the SRD. The main findings are as follows. First, the effective engagement of institutional investors in corporate governance must rely on hedge fund activism. Whether the latter is desirable depends on the characteristics of the particular company. Second, the SRD includes a number of rules that curb, albeit marginally, hedge fund activism for want of a longer-term engagement by institutional investors that cannot stand on its own feet. EU law missed the opportunity to let individual companies choose the efficient regime regarding shareholder activism, and alter it over time. Third, the prescriptive stance of the SRD can be explained out of the broader macroeconomic concerns underlying the CMU. Although promoting long-termism in the asset management industry makes sense for the purpose of financial stability, this may undermine the efficiency of corporate governance. The latter is arguably more important than capital market regulation to support innovation and economic growth.
